This paper elucidates the key debates surrounding the optimal design of financial systems and institutions: bank-based versus market-based; universal versus specialized banking; relationship versus arms-length banking. The paper also examines the historical pattern of financial system development-explaining the economic, legal, and political factors that influenced the shape of these systems as well as the long-run growth outcomes observed among the group of economies that underwent industrialization prior to World War I. Based on the extensive evidence and analysis surveyed, the paper argues that financial systems historically took on a wide and complex range of forms that are difficult to categorize narrowly, yet provided similar functions; thus arguing for a functional, rather than institutional, approach to financial system design and regulation. Moreover, the research to date strongly supports the idea of persistence and path dependency in financial system design, that economic conditions at the time of industrialization help set the initial conditions that shape financial system and banking institution design, and historical political conditions, such as centralization of power, plays an ancillary role via the extent of regulation on banks and the development of free capital markets. In other words, history matters.
Financial systems grew and diversified as industrialization took hold in England and then the European continent. New forms of financial contracting, institutions, and markets evolved to handle more extensive and complex needs of funding the larger-scale and scope of industrial enterprises. Thus, financial and industrial revolutions progressed largely in parallel, with entrepreneurial financiers innovating to serve the incipient demands from all sectors of the economy-industry, agriculture, transportation, and trade. Political boundaries and legal institutions also continued to shift repeatedly throughout this early stage of financial and industrial development, and monetary systems developed and changed as well. Some countries with stronger central government control instituted central banks and fiat currency, though the degree varied among countries and over a wide timespan.
The greatest leap toward modernized financial systems came in rapidly industrializing areas of the early to mid-nineteenth centuries and spread with industrialization to most of the rest of the world over the remainder of that century. Significant shifts and re-designs of financial systems came with the crisis of the Great Depression, the post-World War II reconstruction, the wave of liberalization of the 1980s-1990s, and most recently in response to the global financial crisis of 2008 and the ensuing 'great recession.' For the most part, these episodes caused some reshaping of institutions and markets and their regulation by government, but they did not set off fundamental change in the functions of the financial system or the existence of institutions and markets that provide these functions.
Academic study of financial systems dates back to the beginning of financial systems and continues unabated. The literature covers a wide array of topics, some of which provoke significant debates. The changing regulation and organization of financial institutions and markets in the late 1980s through the 1990s, along with several areas of transformation in political and economic systems, set off an active academic literature on financial system design that became particularly active in the late 1990s and early 2000s but that continues today.
Three of the key areas of research and debate revolve around the following three topics:
1.
The design of financial institutions and systems: Functional versus institutional approaches 2. Why do financial systems differ across countries: legal origins versus political and economic explanations 3. Does financial system design affect an economy's long-run economic growth rates?
The next three sections take up these topics in turn, providing a survey of the current thinking and remaining issues for further research. The discussion focuses on corporate finance systems and related areas of corporate governance.
II. Designing financial systems: functions versus institutions
Financing modern industry hinges on a system that allows those with surplus resources to convert their excess into financial capital and channel those funds into productive investment opportunities. This process often means connecting entrepreneurs with capital owners outside the entrepreneurs' circles of friends and families, creating a need for contracting and enforcement devices as well as means for coping with asymmetric information and incentive problems. Virtually all developed economies employ limited liability, joint stock corporations to facilitate external financing. Most of these countries formalized, standardized, and liberalized incorporation and legal liability systems during the 19 th century-many during the wave of heavy industrialization of the 1850s to 1870s. Within a decade or two thereafter, businesses and entrepreneurs in these countries turned to corporations in order to grow and diversify, financing an unprecedented scale of operations. The acceleration of incorporation in most places during the last years of the nineteenth century and into the twentieth, spurred rapid advancement in the corporate financial sector and of the securities markets. Despite their considerable differences in culture, society, legal systems, and political processes, the world's most advanced economies all created well-functioning systems for corporate finance by the late nineteenth century.
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For businesses in this period, banks often served as one of the most important sources of outside capital, whether for short-term trade credit or longer-term investment finance. Thus, industrial development usually proceeded hand in hand with the growth of commercial banking.
As economies industrialized, financial intermediaries changed, and industrial organization of banking changed as well. The largest banks grew larger, and densely-networked, nationwide banks emerged nearly world-wide. 4 Commercial banks took on a varying array of functions;
2 Given space and time constraints, the chapter leaves out monetary systems and central banking.
3 Fohlin (2012) and Allen et al (2011) provide detailed historical comparisons of the corporate finance systems of the UK, US, Germany, Japan and (in Fohlin, 2012) Italy. Fohlin (2012) also compares more schematically the financial systems of a larger set of industrialized economies of the pre-war period. Morck (2005) covers corporate governance history for a wide range of countries. 4 Regulatory restrictions prevented the natural progression of banking in the US. Even there, a few banks grew very large, and banks developed a correspondent system to replicate national branching.
sometimes quite narrowly focused on short-term credit, other times offering investment banking, brokerage, and even strategic advising.
Commercial banks also differed in their responses to changing needs in industrial finance
and their engagement in corporate governance. The corporate firms that emerged over the last half of the nineteenth century began to loosen the ties between families and the firms they started. As corporate management began to separate from ownership, investors required new modes of corporate governance. Trading corporate securities on secondary markets often dispersed the ownership of firms and demanded oversight mechanisms to protect smaller shareholders. Thus, industrialized economies developed corporate governance institutions, and banks played varying roles in those arrangements as well.
All of these dimensions of the financial system-the organization of banks, the extent of securities markets, the relationship among banks and markets and corporate governance-differ to some extent over time and across countries. Thus, financial systems can be characterized along these various dimensions, most notably by the functions they serve or the organizational forms they take.
Post-World War II economic historians took up this topic most actively with the publication of Gerschenkron's Economic Backwardness in Historical Perspective and Goldsmith's Financial Structure and Development, among others. Gerschenkron, in particular, influenced a generation of financial historians to differentiate among the types or organizational forms that financial institutions could take, positing a relationship between the level of economic development of a country and the type of banking institutions they created. By the 1980s, when Germany and Japan were growing rapidly and the US saw itself lagging, attention turned to the design of financial systems to explain why. Those cross-country comparisons led to the deregulation of US banking and the Big Bang in the UK-among other efforts to stimulate the development of German-style universal banking and relationship banking that seemingly helped produce the post-war economic miracle. These events led to resurgence in interest in ultimately to a re-evaluation of Gerschenkron's and Goldsmith's ideas on financial institution and system types and their importance for economic growth.
A.
The standard paradigm of financial system "types"
The study of financial systems types subsumes a number of issues: the organizational design of institutions and markets, the activities and functions of different institutions, and the relative use of financial institutions versus markets. The literature on financial systems focuses on the distinction between bank-based and market-based financial systems; between universal and specialized organizational forms of banking; and between relational versus arms-length approaches to banking.
These distinctions, however, fit empirical observation only in a rough manner: most financial systems are better characterized using a functional approach that can mix the individual components of one or the other system 'type.' Still, the notion of type animates a long line of research on both historical and contemporary financial systems, and some kernel of truth remains in the notion of types of systems and of institutions. In this literature, systems and their respective institutions are divided along three chief dichotomies: universal versus specialized banking; relationship versus arms-length banking; and more generally bank-based versus market-based systems. The following considers the three issues in turn. The subsequent section examines what we know about historical cases.
Universal versus Specialized Banking
Banking institutions provide a range of functions, from very short-term credits to longer-term debt to underwriting of securities. The combination of services that an institution provides dictates how it is categorized. Institutions are commonly divided into two main types: universal or specialized, with the former offering a broad scope of services, and the latter, naturally providing a more limited range. A true universal bank is allowed to provide almost any financial product or service, however, the fundamental distinguishing feature of universal banking historically is the combination of commercial banking functions (short-term credit, deposit taking, payments clearing, bill discounting) with investment banking services (underwriting and trading in securities). Modern universal banks also sell insurance, mortgages and investment funds and also create and trade more complex financial products, usually through affiliates. The counterpoint to universal banking-so-called 'specialized' banking-separates investment and commercial banking into separate sets of institutions.
Relationship versus Arms-Length Banking
The constructs of 'relationship' and 'arms-length' banking classify institutions by their involvement in corporate governance. Compared to universality, there is less agreement over what precisely constitutes 'relationship banking' in a formal, measureable sense. The term is sometimes used loosely to refer to banks that work closely with customers, but most research considers some combination of the following three types of more formal relationships: proxy voting of deposited equity shares taken by banks, equity shares held directly by banks, and corporate board positions filled by bank directors.
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The three methods of engaging in relationships bring different levels of ownership and control rights. The strongest relationship, direct ownership of equity, gives banks both ownership (cash flow) rights and control (voting power) rights. Equity stakes theoretically align banks' incentives with those of other firm shareholders and promote efficient provision of financing. In some cases, the banks employed an indirect method of gaining control rights over corporations: proxy voting rights signed over by shareholders. In the proxy voting system shareholders grant the bank power of attorney over their shares, resulting in additional voting power for the banks. Before the subsequent unravelling of the system, in 1990, German banks held on average approximately 24.3 percent of effective voting rights due to direct equity holdings and 29.5 percent on average, due to proxy voting rights at general meetings of their current clients. 7 From this example, it is clear that the proxy voting system can provide banks with significant power over firm management even without ownership rights.
Using their voting power, whether direct or indirect, banks can help elect their chosen representatives to a company's board of directors and can vote or appoint their representatives into various positions within the corporate boards and can influence the selection of management and other key corporate decisions.
Relationship banking may prove even more important among firms that are organized without publicly-traded equity. In these cases, relationship banking takes necessarily informal shape. While these relationships consist of weaker legal connections, they may actually prove stronger, if firms have limited access to capital market alternatives. Presumably, relationship banking ought to also imply that banks provide helpful advice to young firms, but that sort of criterion is difficult to formalize or measure.
In the dichotomy of financial systems, the natural opposite of relationship banking is 'arms-length' banking. In arms-length systems, banks simply provide financing, perhaps in a one-shot deal, and take no enduring corporate governance role in nonfinancial firms. In 'armslength' systems, profit motive theoretically drives information gathering that supersedes the need for closer monitoring by bankers. No system would fit this extreme characterization, and few even match a weaker form of it.
Market-Based versus Bank-Based Financial Systems
The third financial system dichotomy distinguishes between market-based and bank-based systems. Systems supporting large, active securities markets, and in which corporate firms use market-based financing, are often referred to as 'market oriented.' Systems in which banks provide the majority of corporate finance are known as 'bank based.'
Connections among the Three System Dichotomies
The literature usually associates bank-based financial systems with universal banking and market-oriented systems with specialized banking. Bank dominance has become nearly 7 synonymous with universality while market orientation has become linked to specialization.
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The past literature also typically assumes that relationship banking is part and parcel of universal banking, perhaps because of Gerschenkron's focus on the German financial system of the late nineteenth century and similar systems. Putting it all together, we arrive at the three-part financial system paradigm that aligns universal banking, relationship banking, and bankoriented financing on the one hand, and specialized banking, arms-length lending, and market orientation on the other. Setting up banks and markets as opposites misses the fundamental complementarities between them and ignores their complexity and heterogeneity. The banks versus markets dichotomy therefore provides a false sense of clarity in comparing national financial systems, as an examination of historical financial systems demonstrates.
B. Classifying historical systems
The idea of financial system types arose mainly from observation of a relatively small range of countries and time period. Thus, to understand how well the typology fit the historical evidence more broadly, Fohlin (2012) Levine and Zervos (1998) on the 1990s and Fohlin (2012) for historical and long-term patterns. 9 The stylized view is most succinctly laid by Dietl (1998) . 10 See Bhide (1993) and Levine (2002) . 11 For most of the countries listed, the determination of banking characteristics stemmed from exhaustive searches of secondary literature as well as discussions with several scholars who available, including a sampling from Europe (for example, France, Germany, U.K, Denmark), North America (U.S., Canada and Mexico), South America (Argentina and Brazil), and East Asia (India, Japan). The classification scheme included the three primary dichotomies of financial system structure and also examined the extent of bank branching:
 Universality versus specialization (whether commercial banks also perform investment services or not)
 Relationship versus arms-length banking (equity stakes, proxy voting, or interlocking directorates between banks and non-financial firms or not)
 Bank-based versus market-oriented system (heavy use of bank funding versus securities markets)
In addition to the broad-based survey evidence, the study included in-depth analysis of five classic cases: Germany, Italy, and Japan in the 'universal-relationship-bank' category; and the US and UK in the 'specialized-arms length-market' category. After pulling together a large array of qualitative and quantitative evidence, Fohlin (2012) Colvin, de Jong, and Fliers' (2014) analysis of a large sample of Dutch banks in the 1920s crisis there. 12 One may also consider national laws and regulations regarding banking scope, corporate governance relationships, bank branching and operations of securities markets. Because regulations constraining banking operations vary in their intensity and enforcement, and as well, systems have historically differed even in the absence of regulatory restraints, the 'de facto' approach may better capture actual rather than hypothetical differences among systems. Germany, with its dozen or more large-scale universal banks, offers the classic example of universal banking (Fohlin, 2007) , but most of continental Europe followed a similar pattern. Germany, Austria-Hungary and Portugal were the only countries to maintain universal banking institutions continuously from the late 19th century into the late 20th century.
Germany is the archetype of the universal system, having developed joint-stock universal banks in the mid-19th century and used these institutions to mobilize extensive capital to finance a growing population of corporations and large private enterprises.
Relationship versus arms-length banking
The historical evidence on prevalence of relationship banking remains incomplete, and there is no precise way of determining whether a particular set of banking institutions constitutes a relationship banking system. Recent efforts toward categorization have turned up new evidence and have established some classification parameters regarding bank engagement in some mixture of the three primary attributes: bank representatives on firm boards, direct equity shares held by banks, and proxy voting. The crucial point is that banks' activities gain them significant formal control over the management decisions of nonfinancial firms; ownership, or rights to the companies' cash flows, takes a lesser priority.
Prior to World War I, formalized banking relationships developed gradually and unevenly in different places. Until the 1860s and 1870s, when many countries liberalized incorporation laws and instituted corporate governance requirements, such as boards of directors, the opportunities for formal bank connections remained constrained. Few studies have attempted to quantify the extent of these practices, but the qualitative descriptions available suggest that most banks played a small role in non-financial corporate governance for most of the nineteenth century.
The first industrial banks of the 1850s in Germany, Belgium, France, Netherlands, and elsewhere often took over the capital of a few firms for which the banks were managing a new issue. The downturn in the markets of the mid-to late-1850s left the banks holding major stakes in a few firms, and a significant number of banks failed. The losses taught the surviving banks and newcomers to avoid such costly mistakes in the future (prominent examples include 16 The merger between Travelers Insurance Group and Citibank in early 1998 was a direct challenge to the early 20th century banking acts.
the French Credit Mobilier and the German Discontogesellschaft and Darmstädter Bank). Equity participations were largely accidental, in this case a result of the market declines, and were not pursued as a means of corporate control. In fact, historical studies highlight the dismay of bank shareholders when bank funds became tied up in long-term equity holdings.
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Fohlin (2007) demonstrating that not all universal banks perform the complete range of relationship banking functions, and not all financial institutions that provide some of these functions are universal banks. The study showed that the strength and prevalence of relationship banking practices varies across countries and across time periods. In the late 19th century, Austria-Hungary was the only country (for which there is data) that engaged in the full range of relationship banking activities in a wide-spread fashion: seats on company boards, equity share holdings, and proxy voting.
Proxy voting is difficult to collect data on, so we cannot say for sure how widespread the practice was. In Italy, the Netherlands, Russia, Spain and the U.S. banks in the late 19th century also took seats on company boards and held equity share holdings. In all of these cases, there is no comprehensive data on proxy voting, but anecdotal evidence from well-known bankerssuch as J. P. Morgan-suggests that some version of proxy voting did provide bankers with a measure of corporate control rights. Certainly German, Austrian, Belgian, and Italian universal banks took positions on a significant number of firms' boards, but they did so primarily in the largest firms with publicly-traded equity. 18 Most of the large banks geared toward industrial finance held board positions and possibly proxy votes, but few held long-term equity stakes.
Thus, we can surmise that most industrializing economies practiced a relatively high degree of relationship banking by the early 20 th century.
Notably, Fohlin (2012) finds that universal banking existed without widespread and comprehensive relationship banking (at least nine of the 26 historical cases of universal banking examined), suggesting that universal banks do not require formal banking relationships to remain viable. This institutional independence is important, because some have hypothesized that formal institutions help enforce repeated interaction between individual firms and a single bank-the German 'house banking' idea-that in turn yields informational economies of scope.
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In many cases, firms developed relationships with multiple banks, particularly if the firm was large enough to require substantial securities issues, and therefore underwriting or lending from a consortium of banks. Thus, historical evidence also suggests that firms do not always engage in exclusive, long-term banking relationships.
Moreover, banks in 'specialized' systems also formalize and maintain relationships through some combination of equity stakes, proxy voting, or sitting on the board of the client firm. Of the primarily specialized systems identified in Fohlin (2012) bankers took up board positions in Canada, Finland, Greece, Japan, the U.S., and also in financial systems that had become specialized (Belgium, France, and Italy) during the regulatory initiatives of the inter-war years. England was home to apparently the least engaged bankers, however, even there, a new study estimates half of members of Parliament held seats in corporate boards. 19 See Calomiris (1995) for a review of these and related arguments. 20 Braggion and Moore (2013) . 21 See ABA (1984) on the Clayton Act provisions regarding interlocking directorates. 22 Kroszner and Strahan (1999 In some cases, governments intervened in markets, usually in response to crises. In the archetypal universal banking system, Germany, government intervened in financial markets and institutions, including requirements on stock market listing, levying of taxes on issues and trades, and imposition and removal of a ban on futures trading on nearly all industrial shares.
The government also created among the most advanced accounting, reporting, and corporate governance standards. One tax law did seem to temporarily shift trading activity from markets to large banks: a tax loophole that failed to impose trading taxes on all orders, even those executed through banks, allowed Berlin-based universal banks to offer savings to their Dietl (1998) and Hoshi and Kashyap (2003) . See Morck and Nakamura (2005) for an exhaustive treatment; they explain the (substantial) differences between the modern (post-WWII) keiretsu and the pre-war zaibatsu.
customers who traded through them instead of through smaller intermediaries or brokers. The more trades the banks could gather and net out within their own client networks, the further the eventual net trading fees were spread. This loophole was closed by 1900, but even before that, it did not prevent the expansion of the Berlin exchange. This example, however, may say more about the idiosyncratic influences of government than the innate substitutability of financial markets and universal banks.
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The German experience suggests that universal banking became useful and successful because financial markets existed in which to trade securities. Germany was home to several active securities markets, with thousands of share companies listed. 26 In 1905 
Bank Branching versus unit banking
One additional characteristic of banking systems that falls somewhat outside of the three dichotomies of financial system design is the question of bank branching and whether it relates to the size and structure of banks. The survey of banking systems conducted in Fohlin (2012) indicates that extensive, national branch networks emerged in most industrialized economies around the world by the early twentieth century. Only Portugal, Denmark, Norway, and the United States failed to develop widespread branching before World War I. The study also finds that the reasons for lack of branching are not entirely clear: while the U.S. imposed a variety of restrictions on branching, even in states with no anti-branching law (notably, California), branching developed gradually over the 1910s and after. Likewise, Portugal, Denmark, and
Norway did not prohibit branching. Their lack of branching might be attributed to lack of economic development, except that many far poorer countries, such as India, Brazil, Mexico, and Japan, did maintain branch networks. 27 Moreover, although these three non-branching countries 25 See Fohlin (2000) . 26 Fohlin (2007a and 2007b) . 27 Apparently, Brazil imposed restrictions on inter-state branching by domestic banks but permitted branching within states. Foreign banks could branch as they pleased were on the European periphery, so were several branching countries: Spain, Russia, Finland, and Sweden, for example. Finally, even though these three countries were small and had small industrial sectors, so were New Zealand, Finland, Ireland, and Greece. In any case, by the early post-World War II years, only the U.S. perpetuated the unit banking system in many parts of the country-but even then branching within states was taking hold in several states, to the degree it was permitted.
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In other words, the available literature indicates that branching appears in all types of financial systems and is neither necessary nor sufficient for universal banking to arise. As the previous discussion explains, universality arose in most places in the middle of the nineteenth century, and branching followed in most places decades later, when the level of development encouraged larger scale banking. Fohlin (2012) points to two cases that illustrate the point: on the one hand, Germany developed joint-stock universal banking by 1848 but, like most other countries, created widespread branch networks only in the 1890s; England, on the other hand, maintained specialized deposit and investment banking even throughout most of the twentieth century, but developed an extensive nationwide branching system even earlier than the universal-banking countries. Thus, the literature suggests that, despite some modern theoretical arguments, universality of banking services required a very modest minimum scale of operations. Thus, while bank branching surely affects market structure in banking, and may impinge on the stability of the commercial banking sector, it does not link intimately with overall financial system design-such as the activity of financial markets or the structure of banking institutions.
Financial System Evolution over the Twentieth Century
The tendency to identify universal style banking with bank domination and specialized banking with market domination stems from the focus on the post-World War II era, as well as from the narrow range of cases examined. The typology is usually based on comparisons of the United States, Great Britain, Germany, and sometimes Japan in the 1950s through 1980s. The first two countries, having hosted the most important international financial markets for much of the twentieth century and having eschewed both universal banking and formalized bank relationships for most of that time (particularly in the U.S. post-war), head up the market-based, specialized, arms-length group. Germany and Japan, with their enormous banks and widely discussed networks of clients and house-bank relationships, lead the bank-dominated, universal, relational group.
After World War II, Austria, Germany, Greece (to some extent -there is no data for proxy voting), Japan (also no data on proxy voting), Netherlands, Portugal, Spain, and Switzerland all maintained some degree of relationship banking practices. In the late 20th century, Italy, France and Finland also developed relationship banking. At the same time, these practices became restricted in Japan. Most countries whose banks held seats on company boards allowed them to have equity share holdings in non-financial firms. On the whole, these two characteristics of relationship banking did appear to go together, but the extent of long-term stakeholding varied a great deal. When equity stakes coincided with board representation, the motivation was simple to understand: through board seats and equity stakes, banks could provide corporate oversight and simultaneously manage their investments.
The data on proxy voting is sufficiently patchy to make observations of broad patterns virtually impossible. In Germany, however, the data and qualitative evidence on proxy voting (testimony from contemporary observers) suggests that throughout most of the 20th century, banks held significant control over corporate governance via proxy voting. It is worth noting that U.S. regulation prevented banks from holding equity in companies to which they provided financing -an arms-length relationship, as discussed earlier.
Even these cases, however, defy rigid classification, since closer scrutiny has revealed a number of contrary facts: for example, a lack of widespread, exclusive house-bank relations in Germany; the unravelling of interlocking directorates and unwinding of equity stakes in Germany at the end of the 20 th century; the frequent appearance of bankers on American boards of directors (approximately one third of large U.S. firms have at least one bank representative on their boards); the lack of universality in post-WWII Japan; and the large size and high level of activity of the securities market in Japan.
Moreover, many systems underwent significant upheaval in the aftermath of the two world wars, so that some systems changed significantly during the inter-war and early post-war years. Banking institutions in a number of countries suffered both political and economic consequences of war and depression. Many countries enacted legislation in response to political pressure in the 1920s and 1930s, and countries such as Belgium, Greece, Italy, Japan, and the United States went so far as to legally prohibit full-scale universal banking. At the same time, economic and political crises hit financial markets, particularly in the early 1930s and during and after World War II. Rajan and Zingales (1999) suggest that governments, because they could exert less control over markets than over firms, and because of the growing discontent of their constituents, found ways to effectively hinder or even shut down markets of all sorts. These authors argue further that the extent of the anti-market backlash varied most significantly with the legal-political system, civil law countries being more susceptible to centralizing command and control than common law countries. Elsewhere, the move away from universality varied in its implementation and lasted only a few decades even where it was enforced. By the 1990s, most systems had deregulated and reverted to something resembling their pre-World War I state (see Table 2 ). Using the traditional meaning of universal banking-the combination of investment and commercial banking by one institution-banking structure since the 1990s became highly correlated with structure in 1913.
For those countries that had begun to industrialize by the mid-nineteenth century, the correlation persists back to at least 1850. Of the 26 cases surveyed, no system clearly and permanently switched from one category to the other over this period of 100 to 150 years. This evidence of path dependency is all the more impressive in light of government interventions specifically intending to alter institutional design.
Despite much continuity, of course, bank structures, activities, and instruments have evolved over time. Most banking systems, whether universal or 'specialized' in the pre-war era, underwent a conglomeration movement starting in the 1970s. This development created quasiuniversal banking in nearly all industrialized countries, in the sense that financial institutions of several types began operating under the umbrella of bank holding companies. Thus, even the steadfastly specialized system of England is home to financial services conglomerates. Likewise, the traditionally universal systems of Germany, Belgium, and many other continental European countries have outgrown the centralized universal banking form, so that the commercial and underwriting arms of banks are less closely integrated.
29 Sylla (2006) offers a critical appraisal of the Rajan and Zingales 'great reversals' thesis.
From the research to date, it is clear that attempting to fit particular countries into a few narrowly-defined, overarching categories of financial system -for example, Germany as a 
III. What Causes Financial System Differences Historically?
The question of national financial systems origins has stimulated much research and debate over the past decade or so. The literature is dense enough to have spawned extended literature reviews of its own. Thus, this section serves to provide a cursory overview and point interested readers to sources for further study.
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A. Theories: Economics, Law, and Politics
Gerschenkron (1962) offered probably the best-known general hypothesis about the genesis of financial institutions, at least concerning industrial banking on the European continent in the 19 th century. 31 In essence, he argued that banks played a more important role in industrialization for 'moderately backward' economies than they had played for the earliest industrializer, Great
Britain. Follower economies needed institutions capable of mobilizing a high volume of capital from disparate sources and also that were able to compensate for a shortage of entrepreneurship. In Gerschenkron's view, the German universal banks were just such an institution In situations of extreme underdevelopment, as in Russia, however, financial institutions were insufficient to support the transition to modernized industrial activity; such cases demanded centralized institutional intervention, mostly from government.
In the past several years, financial system research has turned its attention to legal and regulatory factors. postulates that the observed variation in financial system structure may result from peculiarities of financial system regulation. Government intervention may hamper all development or might promote certain institutions at the cost of others.
Regulation of non-bank institutions-such as securities markets, corporate chartering, limited liability, and bankruptcy-may have further altered the shape of financial systems. For example, laws that protect investors, contracts, and property rights might be argued to encourage the development of all kinds of financial institutions, and particularly atomistic market arrangements.
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Certain legal systems produce more enabling legislation than do others. Some have argued for the importance of legal traditions in determining the development of financial markets. 33 The modern evidence suggests that countries adhering to a French civil law system have both the weakest investor protection, through both legal rules and law enforcement, and the least developed capital markets. Common Law countries fall at the other end of the spectrum, so that 31 Gerschenkron (1962 Gerschenkron ( , 1968 Gerschenkron ( , 1970 . Sylla (1991) reviews Gerschenkron's theories and related work. Knick Harley (1991) addresses Gerschenkron's idea of 'substitution for prerequisites' of industrialization. 32 On Germany, see the edited volume by Horn and Kocka (1979) especially those by Horn, Friedrich, and Reich. 33 See the series of papers, LaPorta, et al (1997 LaPorta, et al ( , 1998 LaPorta, et al ( , 1999 . In Besley and Persson's (2009) model, if the cost of protecting property rights is lower under common law than under civil law, then common law would allow for more credit as a share of GDP. Pagano and Volpin (2005) make related arguments, discussed subsequently under 'Political Factors.' Of course, by now, many others have used a similar legal tradition indicator to help explain a number of financial and economic phenomena.
Similarly, Dietl (1998) lays out the poles, admittedly highly stylized, of neoclassical versus relational regulation. These extremes map directly to common law and civil law legal systems, respectively.
La Porta et al (1998) conclude that countries that provide weak laws for creditor or shareholder protection or weak enforcement of those laws develop substitute mechanisms, such as concentration of ownership, to safeguard owners' rights. Acemoglu and Johnson (2005) argue similarly that individuals adapt their financial intermediation approaches to fit the constraints placed by contracting institutions. Rajan and Zingales (2003) propose a related theory for the determinants of overall financial system development and specifically contrast legal and political influences. Directed primarily at the LaPorta, et al series (1997, 1998 ), Rajan and Zingales point out that, except for the outlier, Britain, the most developed countries in 1913 maintained similar levels of financial development, regardless of legal system. 34 These authors argue that not legal systems, but political contextsthe support of financial institution growth by government and interest groups-determine the course of development. Verdier (1997 and hits on similar themes, but lays out a political-economic view of the development of financial systems. In doing so, he takes direct aim at Gerschenkron's hypothesis about the relationship between the extent of economic backwardness and the role of financial institutions. In this view, political structure, not relative backwardness, determines the shape of financial systems. In particular, universal banking arose in the coincident presence of two conditions: first, a segmented deposit market, dominated by non-profit and provincial banks and, second, a reliable lender of last resort facility insuring liquidity in the banking system. Furthermore, Verdier argues, these two preconditions for universality emerged simultaneously only when state centralization was sufficient to provide a strong central bank (with credible lender-of-last-resort status) but limited enough to permit coexistence of provincial and, in his parlance, 'center' banks. The issue of legal system does not appear in Verdier's analysis, but the other work reviewed here suggests a possible connection. As Verdier concedes, however, political centralization was neither solitary nor decisive in determining financial structure in most cases. Thus, whether or not Verdier correctly characterizes the relationship between political and financial development, he does not clearly subvert Gerschenkron's hypothesis.
Neither political nor legal structure is clearly independent of economic development, and the three factors may be mutually enhancing, rather than mutually exclusive. For example, Pagano and Volpin (2005) find that proportional voting systems yield less shareholder protection (and greater worker protection) than majoritarian systems, and vice versa. These arguments resonate with those in Besley and Persson (2009) , who relate similar financial development with legal origins.
Thus, the existing literature leaves room for all three types of factors -economic, political, and legal -in determining the shape of financial development. The formal theoretical models have yet to rationalize endogenous development of distinct financial system designs. Given the variety of theories proposed, assembling a wider range of evidence may shed more light on the issue.
B. Empirical evidence
While Gerschenkron's view of financial system development prevailed for several decades, it was rarely put to a rigorous, general test. The first such attempt, by David Good (1973) , who set out to test that 1. the level of banking development at the end of the so-called great spurt of industrialization or 2. the growth rate of the banking sector during the 'great spurt' relates positively to the extent of backwardness at the time of initiation of industrialization. Good's effort underscored the difficulty of clearly specifying Gerschenkron's theory in a testable manner, but he succeeded in raising questions about its generality.
Fohlin (2012) took up the empirical challenge, evaluating economic, legal, and political origins of financial development. Fohlin finds that the economic factors show the greatest power in explaining financial system types and size. In particular, the stage of economic development helps predicts the type of banking system that subsequently developed among the pre-World War I industrial nations and also factors into the strength of financial system development. The analysis starts by posing the following test of Gerschenkron: For Europe around 1880, the most and least developed economies should have the lowest rates of financial system growth, while the moderately advanced economies should have the highest rates. Based on the theoretical framework, the level of financial development may be high in the most industrialized economies, but it should certainly be high in the moderately-advanced economies and low in the least advanced. Rates of economic growth, in contrast to levels, should yield an essentially linear relationship between economic and financial development: the fastest growing economies should have the most rapid financial development. In the traditional view, slow growers include both those that have passed their earliest phases of industrialization and those that have so far failed to industrialize. Notably, these tests get at financial development generally, as opposed to financial system type.
For the analysis of economic factors Fohlin (2012) computes GDP per capita growth rates for various sub-periods and also constructs a ratio of industrial to agricultural employment and its percentage growth rate from 1880 to 1913. Lastly, Fohlin measures industrial development as the product of GDP per capita and the industrial/agricultural employment ratio, in order to capture the combined effects of wealth and industrial development. The results confirm the hypothesized inverted U-shaped relationship between GDP per capita in 1880 and the level of financial system assets in both 1880 and 1900 (using a robust estimator to mitigate outlier bias).
The results for financial development circa 1900 prove much more statistically significant than those for 1880. At the same time, the growth rate of financial assets relates negatively with the level of GDP per capita in 1880, both from 1880 to 1900 and from 1900 to 1913. The level of GDP per capita in 1900 is also negatively related to financial system asset growth over the succeeding 13 years. Notably, the rate of growth of GDP per capita from 1880 to 1900 relates very strongly and positively to subsequent growth of financial system assets (1900 to 1913).
The reverse relationship-from financial system asset growth to GDP per capita growth-does not appear.
Fohlin also tests the hypothesis that financial structure (both market orientation and universal banking) is related to the level of development and finds that a U-shaped relationship emerges between the structure index reported in Levine (2000) and GDP 
IV. Financial Systems and Economic Growth
The principle reason that economists study financial system design is to understand whether the shape of institutions or systems influences the real economy and the welfare of the population.
Most studies have focused on the role of finance generally in promoting economic growth, while a smaller literature centers on the varying effects of different systems.
A. Literature on the finance-growth nexus
Empirical studies on the relationship between long run growth and financial intermediation
show that increased intermediation, or financial development more broadly, significantly increases growth. Intermediaries presumably lower costs of investment by diversifying idiosyncratic risk and by exploiting economies of scale in information processing and monitoring; they also provide insurance for entrepreneurs, who cannot diversify their risk on their own. (2012), and a greater concern for the impact of financial fragility-episodic crises-on economic activity.
In a range of cross-country empirical studies of the post-war era, financial development appears to help predict growth rates. 36 Historical studies, though a bit sparse, show a strong positive effect of financial intermediation in the pre-depression period as well. 37 In one such study, however, finance loses much of its explanatory power for growth when legal origin 35 These propositions surely seem almost preposterous in light of the crisis of 1907-09 (and the financial crisis of 2007-9). The severe drop in economic growth following the loss of liquidity and the general malfunctioning in the financial sector actually underscores the key part that a properly functioning financial system plays in permitting economic growth. Gaytan and Ranciere (2006) develop an overlapping generations model that incorporates liquidity crises and demonstrates a variable relationship between financial development and growth.
36 King and Levine (1993) and Levine and Zervos (1998) , for example. The cross-country growth literature does struggle with identification and other econometric problems. See Manning (2003) for some discussion.
37 Rousseau and Sylla (2003) do a similar exercise as King and Levine for 17 countries from 1850 to 1997.
appears in the regression. 38 Yet none of the legal-origin factors is statistically significant, suggesting that if legal origin matters for growth, it does so through financial development.
Moreover, political variables (proportional representation election systems, frequent elections, infrequent revolutions) correlate with larger financial sectors and higher conditional rates of economic growth. Caveats do apply: for example, small countries may import capital, so that for them, domestic financial intermediation sectors may not serve the same purpose as it does in large, diverse countries. Moreover, the link between finance and growth seems to differ depending on a country's level of development, appearing most significant in modern periods for countries at earlier stages in economic development. Countries that had already attained moderately high levels of GDP per capita in 1900 -but not necessarily the richest ones -grew fastest in the years leading up to World War I. 39 The wealthiest countries in 1880 produced among the slowest growth of financial institution assets between 1900 and 1913, relative to GNP, arguably because they were already well along the path to industrialization by that time.
Time series analyses offer an alternative approach to evaluating the growth impact of financial development. While these methods improve the causal inference possible, the range of studies so far provides mixed answers to the question. Again, the differences among countries stand out, and for contemporary developing economies, Demirgüç-Kunt (2012) emphasizes the key role of government policy.
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B. Financial system 'types' and long-run growth patterns
Economists and other observers have hypothesized that the distinction between bank-based and market-based financial systems relates systematically to patterns of national economic growth.
For most of the post-World War II era, economists studying financial system design generally argued that financial systems based on banks engaged in relationship banking promoted effective corporate control, long-run perspectives on investment, and sustained economic growth. 41 This assumption stems from the view that banks play a positive role as intermediaries in collecting and disseminating information, in managing risks of various dimensions, and in mobilizing large amounts of capital quickly. By playing this regulatory and information sorting role, banks arguably enhance investment efficiency and thereby economic growth (Allen and 38 Bordo and Rousseau (2006) .
Gale 1999), improve capital allocation and corporate governance (Diamond, 1984 , Gerschenkron 1962 , and mitigate the effects of moral hazard (Boot and Thakor 1997) . In this view, the longrun relationships that banks form with their clients enable them to smooth the flow of investments and reduce transaction costs and asymmetric information distortions. More recent work, based on the US deregulation experience, attributes firm-level efficiency gains to universal banking (Neuhann and Saidi, 2014) .
Still, analyses of long-run patterns of development have argued that markets may also enhance growth because they increase incentives to acquire and profit from information about firm performance; under market based systems, managerial compensation may be more easily tied to firm performance and markets may reduce inefficiencies associated with bank control.42
In general, the relative strength of banks versus capital markets, however, seems not to affect the overall availability of external finance, though it does relate to the composition of financing between short and long maturities. In less economically advanced countries, it appears that bank finance is particularly important for economic growth.
Historical analysis indicates that neither financial system types-bank-based versus market-based, branching versus unit, universal versus specialized-nor legal traditions in themselves can explain the different experiences across countries over the last 100 years or more (Fohlin, 2012) . That study, encompassing all countries with pre-WWI data available,
shows that the wealthier countries among those that began industrialization before World War I tended to deepen their financial base more than the less well off. In other words, financial and real development went hand in hand in that period of rapid industrial growth. Overall, the set of relatively developed economies at the end of the 19th century experienced remarkably similar long run growth rates, even though they displayed different financial system types, rates of financial development, and legal orientation for most of the 20th century. The wide range of historical evidence leads to the conclusion that the specific type of financial system or institutions that develop is far less important for economic growth than the development of some well-functioning financial system.
V. Conclusion
The literature on financial system design and development, particularly historical studies of financial institutions and systems provides a vast array of evidence on how and why institutions take shape and what impact they have on the real economy. The body of research shows the complexity of financial systems among the industrialized economies of the nineteenth and early twentieth century, and the range of institutions and markets available to individuals, businesses, and governments. These studies also demonstrate the variety of organization and design of 42 See Levine (2002) .
these systems, all focused on similar functions and ultimately on mobilizing enormous amounts of capital toward productive ends.
The research has also shown that the strict dichotomy between market-based and bankdominated systems does not capture historical or contemporary reality. History offers interesting insights into the multiplicity of financial system designs and the lack of tight links among various banking characteristics, suggesting that going forward, researchers should consider financial systems as an amalgamation of a set of functions rather than as a fixed typology of institutions. The split between universal and specialized banking is most relevant and pronounced in the historical period, before the conglomeration movement of recent years.
Moreover, the research to date strongly supports the idea of persistence and path dependency in financial system design, that economic conditions at the time of industrialization help set the initial conditions that shape financial system and banking institution design, and historical political conditions, such as centralization of power, plays an ancillary role via the extent of regulation on banks and the development of free capital markets. In other words, history matters. the Dutch banks reverted to primarily commercial banking, with some low-risk company flotations.) h Japanese banks combined commercial and investment banking but underwrote little corporate equity; they were prohibited from acting as dealers in secondary markets. i Bank structure varied considerably. Services were combined through commercial bank subsidiaries of investment banks.
Compliance to (or interpretation of) the new laws also varied. Table 6 .2). The structure index for the 1990s comes from Levine and Zervos (1998) . Levine and Zervos (1998) . Note: The variables securites, insurance, real estate, and nonfinancial firms may take values 1-4 as follows:
1-Unrestricted; banks can engage in the full range of the activity directly in the bank 2-Permitted : The full range of those activities can be conducted, but all or some of the activity must be conducted in subsidiaries 3-Restricted: Banks can engage in less than full range of those activities, either in the bank or subsidiaries 4-Prohibited: The activity may not be conducted by the bank or subsidiaries Stock market capitalization is given as a share of GDP. Market equals one if the structure index is positive and zero otherwise. All variables come from Levine and Zervos (1998) .
